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In 2007, as the U.S. subprime mortgage crisis broke out and eventually developed 
to a global financial crisis, global liquidity rapidly shrank and substantial capital fled 
from the stock markets, resulting in the big crash in global stock markets and huge 
loss of global capital, which again raised the academic focus on liquidity and liquidity 
risk. In history, it was not the first time for the big fall in prices and sharp increase in 
transaction cost caused by the sudden “evaporation” of market liquidity like this. In 
our countries’ case, although there have not yet been crash events similar to the U.S. 
stock market in 1929 and 1987, nor the accompanying liquidity “evaporation” events, 
this does not mean that there is not liquidity risk in China’s stock market and cannot 
guarantee liquidity crisis will not happen in China’s security market. In China, it can 
often been seen the examples of the significant impact of political events or regulatory 
authorities’ policy on the securities market. In addition, economic growth, changes in 
monetary policy, fluctuation and system adjustment of the markets have also had an 
effect on stock market liquidity environment. Under this shock, liquidity risk may 
change dynamically. Therefore, it is very necessary to examine liquidity risk change 
in time series and its influencing factors. In this sense, in the time-varying perspective, 
this paper investigates the dynamic of liquidity risk within China’s stock market and 
the liquidity spillover between it and other markets, as well as the influencing factors 
behind. 
   The first question discussed in this paper is: whther there is existed liquidity risk 
in China’s stock market, especially in the control of Fama-French three-factor, and if 
liquidity risk have a significant impact on the stock returns. In further, is the liquidity 
risk time varying in China’s stock market? If yes, can it been divided into “high 
liquidity beta” and “low liquidity beta” regimes with the method of Markov Regime 
Switching model? If yes, can some state variables be found and used for the 
prediction of the liquidity risk? The empirical results show that there is liquidity risk 
in China’s stock market and liquidity risk is an important pricing factor for stock 
















time-varying, and can be divided into “low liquidity beta” and “high liquidity beta” 
regimes; in the control of Fama-French three-factor, the time variability is still 
significant. Change of turnover in stock market, monetary liquidity and the 
expectation for future inflation are related to the transformation of liquidity beta 
regimes.  
The second question discussed in this paper is: in the state of division of 
exchange and inter-bank bond market in China, does the liquidity linkage between 
China’s stock market and these two markets demonstrate differently? Driven by the 
raising investors’ sentiment of risk aversion during the crisis is the liquidity linkage 
between stock market and bond market different from that in common period? If the 
performance of linkage during the crisis is infection, monetary policy and financial 
market fluctuation will exacerbate this infection? The results show that there is single 
direction of liquidity spillover from stock market to bond market in China, liquidity 
spillover between stock market and inter-bank bond market behaves as “liquidity 
infection” while the linkage between stock market and exchange bond market is 
“flight to liquidity”. What’s more, liquidity change in exchange bond market is ahead 
of that in inter-bank bond market. The effect of “flight of liquidity” between stock and 
exchange bond market during sub-prime crisis is stronger than common period. 
Monetary liquidity weakened the effect of “flight to liquidity” between stock and 
exchange bond market through strengthening their contagion. In addition, the 
deterioration of monetary liquidity intensified this contagion effect. 
The third issue is: looking overseas, how about the liquidity linkage of the stock 
market in the mainland of China and other countries or areas, especially that in Hong 
Kong? Is this linkage dynamically changing? If yes, what is the driving factor? 
Empirical test shows that there is significantly mutual liquidity spillover between 
Mainland China and Hong Kong stock market, and the impact of U.S. liquidity 
change in China’s mainland mainly passes through the indirect conduction of Hong 
Kong stock market. Liquidity spillover from Hong Kong stock market to China’s 
mainland is demonstrated as “contagion”, while the spillover in opposite direction is 

















between two markets and the “flight to safety” caused by the fluctuation in China’s 
mainland stock market drive the spillover between these two markets. In addition, 
financial crisis, highlight of markets’ linkage, changes of exchange rate as well as 
convergence of their economic cycles also driving factors which strengthen the 
linkage. 
The main innovation in this paper may lie in the aspects as follows. Firstly, its 
investigation of the issues above are based on the time-varying perspective, that is, we 
not only consider the short-term relationship between asset return and liquidity as well 
as long-term equilibrium relationship of liquidity between different markets, but also 
focus on the dynamic change of these relationships. Furthermore, we analyze the 
influencing factors that drive this dynamic change from both macroeconomic and 
micro market aspects. Secondly, this paper rises up the concept of “liquidity 
contagion” and “flight to liquidity”, and distinguishes these two cases in our research. 
Thirdly, in the study of liquidity linkage between stock market and bond market in 
China, this paper is the first one that takes inter-bank market into account and finds 
that the linkage between stock and inter-bank bond market is different from that of 
stock and exchange bond market, which not only makes the conclusions more 
rigorous and reliable, but also is conducive to the relationship between inter-bank and 
exchange bond market, providing a reference for the development for China’s bond 
market. The last but not the least, this article is the first one that attempts to explore 
the liquidity linkage as well as its driven factors between stock markets of China’s 
mainland and Hong Kong. 
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